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CASE STUDIES IN INTERNAL CONTROL
FOREWORD
T h e  summary of the meaning of generally 
accepted auditing standards, adopted by the membership of the 
American Institute of Accountants at its annual meeting in 1948, 
includes under “ Standards of Field Work” the following statement:
“There is to be a proper study and evaluation of the existing internal 
control as a basis for reliance thereon and for the determination of the 
resultant extent of the tests to which auditing procedures are to be 
restricted.”
In recognition of the importance of this phase of the independent 
public accountant’s examination of financial statements, the com­
mittee on auditing procedure studied at considerable length the 
function of internal control in assuring reliable statements and, 
in 1949, issued a special report, Internal Control, discussing the 
broader aspects of the subject. In that report, internal control was 
described as “ the plan of organization and all of the coordinate 
methods and measures adopted within a business to safeguard its 
assets, check the accuracy and reliability of its accounting data, 
promote operational efficiency, and encourage adherence to pre­
scribed managerial policies.” The purposes of the public ac­
countant’s review of internal control were stated to be twofold: 
“ first, it enables him to formulate an opinion as to the reliance he 
may place on the system to the end that, by adjusting his audit 
procedures accordingly, he may express an opinion as to the fairness 
of management’s financial statements; and secondly, where the 
review indicates apparent weaknesses, recommendations for possible 
corrective measures may be conveyed to management.”
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As a continuation of its study of the subject, the committee has 
directed its attention to the development of practicable methods for 
reviewing and evaluating internal control. It believes the most 
satisfactory method of dealing with this question is through case 
studies illustrating the procedures adopted and applied to review 
internal control in actual examinations. Accordingly, a special 
series of three case studies has been prepared describing the pro­
cedures actually employed by practitioners to review internal 
control. The accompanying case study is one of this series.
While this case study has been reviewed by members of the 
committee on auditing procedure, it is not intended as a repre­
sentation of the views of the committee. Like audit programs in 
general, the review of internal control must be planned by the 
individual accountant to fit the circumstances of each engagement. 
Thus, although an internal control questionnaire is included in this 
study, it would not necessarily be applicable in other examinations.
It is believed, however, that this case study material will be 
suggestive of procedures which may be employed by members of 
the profession in planning the review of internal control in actual 
practice. Likewise, it is believed that these case studies, used in 
conjunction with the special report, Internal Control, will serve a 
useful purpose in the various colleges and universities throughout 
the country which offer advanced instruction in accounting and 
auditing subjects.
April, 1950
Committee on Auditing Procedure
CASE STUDIES IN INTERNAL CONTROL
No. 2: THE MACHINE MANUFACTURING COMPANY
INTRODUCTION
This study is intended to highlight the extensions of auditing 
procedures brought about by weak internal control within the com­
pany being audited. With this objective, we have deliberately 
chosen a company in which good internal control was lacking and in 
which much better control was both possible and practical.
In this study it is intended to outline only the extensions of the 
regular examination procedures and tests in view of the lack of 
satisfactory internal control. It must be kept in mind that internal 
control does not replace the testing procedures of an independent 
auditor. The presence or lack of internal control merely gives the 
auditor a basis on which he may determine to expand or limit his 
examination procedures. The statements and comments made in 
this case study are not intended to cover all the procedures followed 
or tests made in the examination but only to refer to the internal 
control and extended procedures followed because of lack of suffi­
cient internal control.
NATURE OF BUSINESS
We have based this study on our initial examination of the ac­
counts of The Machine Manufacturing Company. The company 
is incorporated under the laws of the State of Delaware. Author­
ized capital stock consists of 1,000,000 shares of common stock, 
par value $1 per share, of which 950,000 shares were outstanding at 
the date of the balance sheet. At the time of our examination the 
outstanding stock was held by approximately 500 stockholders.
The company is engaged in the manufacture and sale of a heavy,
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special purpose machine together with parts and accessories. Five 
models of the machine are in current production with two models 
in the process of development; one of the models in current produc­
tion will be dropped when the development of the two new models 
is completed. The production of one of these machines requires 
the manufacture or purchase of approximately 1,500 separate parts 
and the assembly of these parts into the finished machine. Approxi­
mately 1,000 parts and accessories for the machines are produced 
for stock by the company. In addition to the parts and accessories 
produced for stock, the company also produces special equipment 
and parts to meet unusual requirements of its customers.
The manufacturing operations of the company are performed in 
two plants located within the same city in Michigan. Sales opera­
tions are conducted by personnel working out of the home office, 
located adjacent to the manufacturing plants, and by personnel 
located in four branch offices located in New York, Pennsylvania, 
Missouri, and California. In addition, some domestic and export 
sales are made by independent commission agents. The company 
has approximately 350 employees engaged as follows:
Manufacturing plant personnel 250
Home office sales, administrative and executive 65 
personnel
Branch office personnel 35
Total employees 350
At the time of our examination, many of the key positions in the 
company were filled by persons relatively new both in their jobs 
and in the company. A major reorganization of procedures was 
contemplated.
A small machine shop is located at each of the branches. These 
shops are used primarily for repairs of old machines, although in 
the case of an emergency they may be used to machine new parts.
All branch operations are under the control of the home office. 
The principal duties of the branch personnel are sales, service, and 
repairs. Accounts receivable ledgers and general accounting records 
are maintained in the home office. All receipts at the Missouri 
branch are deposited in a local bank account subject to withdrawal 
only by the home office. All expenses are paid from a second bank 
account by checks signed by the branch manager. This account 
is reimbursed by the home office upon receipt of semimonthly cash 
sheets and supporting evidence, consisting of vendors’ invoices. 
All receipts and disbursements at the other branches are cleared 
through one local bank account at each branch. Reimbursement,
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when necessary, is made by the home office upon request of the 
branch manager. None of the branches forward paid bank checks 
to the home office for reconciliation. Bank reconciliations are made 
in the branch offices and copies of these reconciliations are forwarded 
to the home office.
Sales for the year under review totaled approximately $2,100,000 
and were divided between home office and branch sales as follows:
Amount
Home office sales $1,350,000
Branch office sales 750,000
Total sales $2,100,000
Financial statements of the company are annexed (pages 20-22).
Although no organization chart was available at the time we 
started the engagement, one was prepared upon our request. A 
copy of the chart is annexed (page 23). The accounting function 
is supervised by the comptroller; the work in accounting is per­
formed by the chief accountant and his eight assistants.
INTERNAL CONTROL
The audit program and scope of the audit work depend very 
largely on whether the client’s accounting system and procedures 
provide good internal control. Therefore, it is our policy to deter­
mine the extent and effectiveness of the internal control at the be­
ginning of the audit. Our study of internal control is based on our 
“ Check List—Internal Control.”
Our first step in the use of this check list is to submit it to the 
chief accounting executive of the client company with a request 
that he answer each of the questions in the list with the word “ Yes” 
or the word “ No”  or “ N.A.” (not applicable). This is practically 
the first thing we do when we start the audit. If preliminary work 
is done before the close of the fiscal year, the check list is submitted 
at that time.
After the answers have been filled in by the client, the check list 
is divided among the members of our staff on the job, giving each 
staff member the part applicable to the division of the accounts 
that he is to examine. He is instructed to make tests, inquiries, 
and checks to determine that the procedures and practices actually 
in use are as indicated by the company accounting executive. Such 
tests can be accomplished in a large measure at the same time that 
he makes tests of transactions as part of the regular audit work.
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But each staff man is instructed to make this determination as to 
the procedures affecting the internal control as early as possible.
After satisfying himself as to what is actually being done as re­
gards practices and procedures affecting internal control, the staff 
man reports to the senior in charge. The senior then decides what 
extensions of auditing procedures, if any, are required in view of the 
weaknesses in the internal control disclosed by this check list and 
investigation. The senior also makes notes regarding such internal 
control deficiencies for the purpose of making recommendations in 
his report.
The foregoing procedures were used in our examination of The 
Machine Manufacturing Company. A copy of the check list with 
the applicable answers to the questions for The Machine Manufac­
turing Company is annexed (pages 24-38).
As indicated by our check list, the principal weaknesses in the system 
of internal control are summarized in the following paragraphs.
Cash: Poor internal control resulted from:
1. Failure to segregate the function of receiving cash from those 
relating to:
a. Sales invoices and customer statements.
b. Customer ledgers.
c. Mailing or delivering checks.
d. Bank reconciliations.
e. Cash disbursements.
f. General accounting records.
2. Failure to deposit all receipts with a minimum of delay, accom­
panied by the lack of control over undeposited receipts.
3. Failure to segregate the function of disbursing cash from those 
relating to:
a. Bank reconciliations.
b. Payroll preparation.
c. Approving vouchers for payment.
d. General accounting records.
4. Failure to use prenumbered checks.
5. Failure to maintain proper control over blank and voided checks.
6. Failure to have two local bank accounts each for the New York, 
Pennsylvania, and California branches: one for receipts, subject to with­
drawal only by the home office; and the second for disbursements, to be 
operated on an imprest system.
7. Failure of the home office to receive statements of account and 
checks directly from the banks and to make branch bank reconciliations in 
the home office.
8. Failure to make complete examination of checks returned with 
bank statements at the time of bank reconciliations.
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9. Failure to have pay distributed to employees by persons other 
than those regularly making the pay-off.
10. Failure to have supporting evidence for all petty cash disburse­
ments.
Notes and Accounts Receivable and Customers' Deposits: Insuffi­
cient internal control resulted from the failure to have accounts 
receivable and deposit bookkeeping performed by persons other 
than those performing cash or general accounting functions.
Inventories: Except for accounting control over a few special 
classes of inventories and a few checks made on physical inventories, 
internal control was completely lacking.
Securities: Failure to maintain a record showing complete 
descriptions of securities had a weakening effect on the otherwise 
good internal control.
Property, Plant and Equipment: Poor internal control resulted 
from:
1. Failure to provide and enforce standard procedures covering the 
sales, disposals or retirements of property, plant and equipment.
2. Failure to review plant ledgers.
3. Failure to check plant ledgers by occasional physical inventories 
of the assets.
Accounts Payable: Unsatisfactory internal control resulted from 
the failure to check and reconcile balances shown by vendors' 
statements and balances shown by accounts payable detail.
Capital Stock and Dividends: Internal control was lacking as a 
result of the failure to control dividend payments and unclaimed 
dividends.
Sales: Insufficient internal control resulted from:
1. Inaccurate and incomplete shipping records.
2. Failure to use prenumbered invoices.
3. Failure to prepare invoices for all sales.
4. Failure to check invoices for prices.
5. Failure to follow regular sales procedures on miscellaneous sales.
Purchases and Expenses: Weakened internal control resulted 
from:
1. Failure to use one standard prenumbered type of receiver.
2. Failure to use only prenumbered purchase order forms.
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Payroll: Poor internal control resulted from :
1. Failure to have specific checks made of payroll computations.
2. Failure to record payroll advances on the books of account at the 
time of making the advance.
General: The lack of an organization chart and manual of 
operating procedures resulted in confused lines of authority and 
responsibility, duplication of effort, inadequate procedures, and 
poor internal control.
There is practically no internal control in any of the branches 
due to the fact that all records maintained in the branches are 
under the supervision of the branch managers. It is impossible to 
remedy this situation in view of the limited number of personnel 
at the branches except by means of strengthening home office 
controls over the branches.
EXTENSIONS OF AUDIT PROCEDURE
In view of the weakness in internal control, our procedures and 
tests were extended in the manner indicated in the following para­
graphs.
Cash
Under good internal control our normal testing procedures would 
extend over two months of the year under review. These normal 
procedures were expanded to include the following items:
1. A test period of three months in place of the usual two. If numerous 
or material exceptions had appeared in our testing, the period might have 
been extended further.
2. Preparation of a complete second bank reconciliation as at a date 
subsequent to the close of the accounting year.
3. Supervision and control of the distribution of home office employees’ 
pay for one pay period.
4. A four-month test period was used instead of the usual two-month 
period for all of the branches. We requested that all paid bank checks 
for the year under review be forwarded to the home office.
Notes and Accounts Receivable
Positive requests for confirmation of balances due to The Ma­
chine Manufacturing Company were made on 100 out of a total of 
400 accounts. These 100 balances amounted to $125,000 as com­
pared to total accounts receivable of $181,000. All other accounts 
receivable were subject to negative type requests for confirmation.
Positive requests for confirmation of balances due to the company
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were sent to the makers of all notes receivable held by the company. 
At the time of the examination there were 70 notes totaling $19,000 
from 20 makers. All the notes had a maturity within one year’s 
time.
If this company had good internal control, our requests for posi­
tive confirmations would have been limited to larger items with 
representative tests of smaller items selected by us. Our tests 
would have totaled approximately 50 per cent of the dollar value 
of accounts and notes receivable.
It was determined that the statements to customers which were 
not mailed monthly were those covering numerous small balances 
of less than $5 which remained on the books of account after “ final” 
settlement of the accounts. These amounts generally represented 
discounts taken by the customers at the time of payment but which 
had not been written off as discounts by the company. At our 
request and with the approval of the treasurer all such balances 
were written off.
Inventories
Under circumstances of good internal control, our verification 
of physical inventories of The Machine Manufacturing Company 
would have been limited to inspection and test counts of practically 
all the inventory cards appearing to have a dollar value of $1,000 
or more, with representative sampling of items appearing to have a 
smaller value. Our over-all test counts would have covered approxi­
mately 10 per cent of the inventory cards and 50 per cent of the 
dollar value of the inventories. Approximately one-half of the 
test counts would have been noted for tracing to detailed inventory 
listings.
Because of the almost complete lack of internal control, our test 
counts were made on all inventory cards appearing to have a dollar 
value of $500 or more with liberal testings of items appearing to 
have smaller values; and our over-all test counts covered approxi­
mately 25 per cent of all inventory cards and approximately 70 
per cent of the dollar value of the inventories.
After conversion of inventory units to pricing units by hand, 
where necessary, punched cards and detailed inventory listings were 
prepared by a nationally known statistical organization.
Our test checks of detailed inventory listings normally would 
have been limited to approximately 10 per cent of the items. Our 
tests were expanded to approximately 15 per cent of all items. Our 
expanded check indicated such material discrepancies in the con­
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version of inventory units to pricing units that our test check of 
detailed listings was expanded further to cover 100 per cent of all 
items which were converted from one unit of measure used in 
physical count to another unit of measure for purposes of pricing.
We were not present in the branches of the company at any time 
during our examination. Inventories at the branches amounted 
to approximately $70,000. This amount consisted principally of 
nine machines having a value of approximately $60,000. These 
machines represented those shipped to the branches during the 
month immediately preceding the close of the accounting year and 
were either still in transit to the branches or at the branches awaiting 
pick-up by the ultimate customer. We examined orders, freight 
notices, and sales records to determine that the shipments had been 
made but that final sale had not yet been completed at the close of 
the year. All inventory cards from the branches were sent to the 
home office and were subject to our regular tests and procedures 
except those requiring our presence at the actual taking of the 
physical inventories.
Securities
Our normal procedures covering securities were not expanded. 
The internal control over these assets was felt to be adequate al­
though not perfect.
Property, Plant and Equipment
Our regular procedures were followed in regard to property, plant 
and equipment except that upon our request a physical inventory 
of these assets was taken. This physical inventory represented an 
extension of our procedures necessitated by the apparent lack of 
internal control over these assets. We made observations of the 
taking of the inventory of plant and equipment and test-checked 
the assets listed by this inventory to the plant ledgers.
It was noted in our examination of sales that numerous pieces of 
equipment had been sold as “ scrap.” In an attempt to determine 
the pertinent details with regard to the identity of the pieces of 
equipment sold, we held conferences with the plant manager, plant 
engineers, and maintenance men. It was determined from these 
conferences, from the physical inventory of plant and equipment, 
and from our examination of the books of account that these items 
sold had been fully depreciated and charged against the corre­
sponding allowance for depreciation prior to sale as scrap. Our 
extended procedures disclosed that adjustments of the books of 
account were unnecessary.
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Accounts Payable
Company practice permitted the monthly statements received 
from vendors to be discarded upon receipt with no attempt to 
reconcile these statements with the balances shown by the accounts 
payable detail. Notwithstanding our written request to company 
officials to retain these vendors’ statements for our inspection as at 
the end of the accounting year, the statements were discarded.
As a result of this practice, our testing procedures were expanded 
to include a request to the company’s vendors for confirmation of 
the amounts owing to them. These requests were mailed to 130 
of the vendors having total balances due to them of approximately 
$172,000 out of the total accounts payable of $225,000. The re­
quests for confirmation were made to all vendors indicated by the 
accounts payable detail to have amounts owing to them in excess 
of $100 and to representative samples of those vendors whose ac­
counts were less than $100. Similar requests were also made to all 
vendors from whom the company had purchased items having a 
value in excess of $1,000 during the year under review, whether or 
not any current balance was indicated by the company’s accounts 
payable detail.
Customers' Advance Deposits
Positive requests for confirmation of balances of deposits made 
by customers were made on 120 out of a total of 275 deposits. 
These 120 balances amounted to $84,000 as compared to deposits 
totaling $110,000. Negative requests were sent to all other custom­
ers having deposit balances.
Under adequate internal control our requests for positive con­
firmation of deposit balances would have been limited to approxi­
mately 50 per cent of the dollar value of the deposits including all 
larger deposits and tests of the smaller balances.
Capital Stock and Dividends
Due to lack of control over dividend payments, we made a de­
tailed audit of the one dividend payment made during the year under 
review. With good internal control we would have made a 10 to 
20 per cent test check of the dividend payment.
Sales
Our check of invoice pricing was not expanded beyond a one- 
month period. It was determined that the failure of the company 
to have invoice prices checked was due principally to the lack of a
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consolidated price list covering all sections of the country and all 
types of machines and parts produced. No material discrepancies 
were noted in our pricing examination. If numerous or material 
discrepancies had been observed, our pricing test of sales invoices 
would have been expanded to cover a greater number of invoices.
As our examination progressed we became seriously concerned 
over the possibility of misappropriation of inventories, especially as 
to certain types of parts and accessories. Accordingly, our work 
was extended considerably as to shipments and to accounting for 
materials, parts, and accessories.
In an effort to determine that all shipments had been invoiced, 
we selected for test certain large parts of the finished machine which 
retained their identity from purchase through assembly and sale. 
From vendors’ invoices, identifying information was obtained on 
each of these parts purchased during the year under review. Com­
parable information was secured from the sales invoices issued during 
the year and from the physical inventory as at the close of the year. 
By correlating this information we determined that all of these par­
ticular parts that had been purchased during the year had been used 
as parts of the machines sold during the year or were present in the 
year-end physical inventory. The parts tested represented approxi­
mately 10 per cent of the final cost of the machines or 25 per cent of 
the material cost of the machines.
Purchases and Expenses
With good internal control our vouching tests would be made on 
purchases and expenses for one month of the year under review. 
Our examination was expanded to include the inspection of all 
vouchers paid in an additional second month, with particular 
emphasis on the presence of copies of purchase orders and receiving 
notices with each paid voucher.
The principal result of the weakened internal control over pur­
chases and expenses was an excessive amount of work for account­
ing department employees in matching receivers, purchase orders, 
and vendors’ invoices prior to payment of the invoices. Our ex­
tended tests indicated that this matching was performed on all 
vendors’ invoices, with minor exceptions.
Payroll
The lack of internal control over payrolls resulted in our test 
check of four pay periods instead of the two pay periods we would 
have tested if good internal control had been present. In our work 
on these four pay periods, our test check was extended to cover
approximately 20 per cent of the computations, extensions, etc., 
rather than an approximate 10 per cent check that we would have 
made if the internal control had been acceptable.
As indicated in the section of extended audit procedure for “ Cash,” 
we supervised and controlled the pay-off to home office employees 
for one pay period.
RECOMMENDATIONS
In addition to the regular audit report for the year examined, we 
made certain recommendations to the president and management 
relative to the correction of weaknesses in internal control. These 
recommendations were made in part through conferences with the 
management and in part through a separate letter to the president 
of the company.
The recommendations are summarized as follows:
Cash
1. All receipts should be under accounting record control if not de­
posited immediately.
2. All duplicate deposit slips should be stamped by the banks.
3. All checks should be prenumbered.
4. All reconciliations should be made by the home office with all 
branch checks being mailed directly to the home office by the depositories 
each month.
5. All branches should have two bank accounts: one for receipts and 
subject to withdrawal only by the home office; the second for branch dis­
bursements and reimbursed by the home office on an imprest basis.
6. All voided checks should be retained.
7. All blank checks should be accessible only to persons preparing 
checks for signatures.
8. All bank account reconciliations should be prepared by an em­
ployee other than the chief accountant inasmuch as the latter is authorized 
to sign checks and maintains general accounting records.
9. All petty cash disbursements should be supported by a complete 
petty cash voucher.
10. Occasional pay distributions to employees should be made by an 
employee other than the person regularly making the pay-off.
Accounts Receivable
1. Monthly statements should be sent to all customers purchasing on 
credit.
2. Prenumbered credit memoranda should be used for all credits. 
Inventories
1. All items received by the company should be cleared by the receiv­
ing department.
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2. All material stores should be sorted and grouped according to part 
and machine numbers.
3. All raw materials and parts should be controlled by perpetual 
inventory records.
4. All employees taking physical inventories should be properly 
instructed and supervised.
5. Prenumbered tags should be used and accounted for in physical 
inventories.
6. Tags should indicate special facts regarding the items being in­
ventoried, e.g., scrap, customers’ property, etc.
7. Checks should be made to determine:
a. That all items have been inventoried.
b. That conversions from physical inventory units to pricing 
units are accurate.
Property, Plant and Equipment
1. Plant ledgers should be:
a. Reviewed periodically.  
b. Maintained for fully depreciated assets.
c. Checked by occasional physical inventories of the assets.
2. All disposals, sales and retirements of these assets should be 
promptly reported to the accounting department.
Accounts Payable
1. Vendors’ statements should be reconciled to the accounts payable 
detail and retained in the company files until the next statements are 
received from the vendors and reconciled. Exceptions should be checked 
out and corrected.
Capital Stock and Dividends
1. Stockholders ledger should be balanced occasionally to the control 
account.
2. Unclaimed dividends should be placed under accounting record 
control.
Sales \
1. Prenumbered shippers should be prepared on all items leaving the 
plant.
2. Prenumbered invoices should be prepared on all sales.
3. Consolidated price lists should be prepared and maintained.
4. Standardized procedures for miscellaneous sales—e.g., sales of 
equipment, sales of scrap, etc.—should be established.
Purchases
1. Eliminate unnumbered purchase orders.
2. One standard type of prenumbered receiver should be used on all 
items received by the company.
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Payroll
1. All changes on the time cards or job time tickets should be ap­
proved.
2. Payroll advances should be recorded when made.
General
1. Organization chart that was prepared at our request should be 
reviewed periodically and maintained in a current status.
2. Manuals of operating procedures should be prepared.
It is our practice to make general suggestions and recommenda­
tions relative to possible improvements of the accounting procedures 
and internal control in conjunction with our regular examination of 
accounts. The absence of internal control was so pronounced in 
The Machine Manufacturing Company that conferences with the 
management and recommendations in writing to the president were 
felt to be the most satisfactory method of correcting the situation.
With the limited number of office personnel, internal control in 
the company will never be entirely satisfactory and it was not con­
sidered practicable to segregate the accounting functions adequately. 
However, it was felt that the internal control of the company could 
be materially strengthened by the adoption of the foregoing recom­
mendations.
We do not have a record or breakdown of the time we devoted to 
each phase of our examination or to the extended procedures. 
However, the entire engagement required 45 days of time for a senior, 
78 days of junior time, and five days of partner’s supervision.
THE MACHINE MANUFACTURING COMPANY
(a Delaware Corporation) 
BALANCE SHEET at December 31, 1949
A S S E T S
CURRENT ASSETS:
C a s h ........................................................................
Notes and accounts receivable—trade . . $200,000 
Less: Allowance for doubtful accounts 35,000 
Inventories, at lower of cost or market value . . . .  
Prepaid expenses and miscellaneous receivables . .
T o t a l  C u r r e n t  A s s e t s ................................
INVESTMENT SECURITIES
PROPERTY, PLANT AN D  EQUIPMENT, at cost:
L and......................................
Plant and equipment . . . .
Less: Allowance for depre­
ciation ..........................
INTANGIBLE AN D  OTHER ASSETS
$ 200,000
165,000
725,000 
5,000
$1,095,000
75,000
675,000 
65,000
L I A B I L I T I E S
CURRENT LIABILITIES:
Accounts p a y a b le .............................................
Customers’ advance d e p o s its ..........................
Accrued expen ses.............................................
Provision for Federal taxes on income—year 1949
O t h e r ................................................................
T o t a l  C u r r e n t  L i a b i l i t i e s  . . .
C A P I T A L
CAPITAL STOCK:
Common, par value $1 per share;
1,000,000 shares authorized;
950,000 shares outstanding............... $950,000
RETAINED INCOME:
Balance, January 1, 1949 . . . $334,500 
Net income for year ended 
December 31, 1949, state­
ment annexed.....................  127,500
Dividend paid
$462,000
95,000 367,000
$1,910,000
$ 225,000 
110,000
75,000
83,000 
100,000
$ 593,000
1,317,000
$1,910,000
20 21
$975,000
485,000
$185,000
490,000
THE MACHINE MANUFACTURING COMPANY 
STATEMENT OF INCOME AND EXPENSES
Year ended December 31, 1949
Amount
Sales, net of returns, allowances, discounts, etc. . . . $2,100,000
Cost of s a l e s .................................................................... 1,700,000
Gross p r o fit ................................................................$ 400,000
Administrative and selling e x p e n s e s ............................ 185,000
Operating in c o m e ....................................................$ 215,000
Other deductions, net of other in c o m e ........................ 4,500
Income before provision for Federal taxes on in­
come ........................................................................ $ 210,500
Provision for Federal taxes on in c o m e ........................  83,000
Net in co m e ................................................................$ 127,500
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CHECK LIST— INTERNAL CONTROL
(Each question must be answered “yes” or “no” or “N.A.” (not applic­
able). If answer is qualified, key to a footnote).
Name of client The Machine Manufacturing Company________________
Period covered by examination Calendar year 1949__________________
CASH
ANSWER
RECEIPTS
1. Are the duties or functions of all persons receiving or directly 
supervising the receiving of cash completely segregated 
from the following duties or functions?
24 Case Studies in Internal Control
a. Performing work on customers’ sales invoices or
credit memos as to:
No (1) Preparing
No (2) Checking
No (3) Recording
No (4) Summarizing
b. Performing work on customers’ ledgers as to:
No (1) Recording
No (2) Balancing
Yes c. Ageing accounts receivable
Yes d. Following up delinquent receivables
No e. Mailing or delivering statements to customers
Yes f. Approving discounts or allowances
Yes g. Preparing lists of bad accounts to be written off
Yes h. Approving the write-off of bad accounts
No i. Reconciling bank accounts
Yes j. Opening incoming mail
No k. Preparing vouchers for payment
No l. Approving vouchers for payment
No m. Preparing general or payroll checks
No n. Signing general or payroll checks (or counter­
signing)
No o. Mailing or delivering general checks or payroll
checks
p. Performing work on notes payable or any other 
evidences of indebtedness as to:
Yes (1) Preparing
Yes (2) Signing
No q. Posting the general ledger
No  r. Recording entries in the purchase journal or in­
voice register
CASH, Continued
ANSWER
RECEIPTS, Continued
s. Custody (or access to ) :
No (1) Accounts receivable records
Yes (2) Securities
No (3) Notes receivable and/or negotiable col­
lateral
No (4) Unclaimed wages and dividends
No (5) Petty cash funds
No 2. Are listings made of all mail receipts at the time the mail is
opened?
N.A. 3. Are the listings of mail receipts checked to records by 
someone other than the cashier?
Yes 4. Is a receipt issued to the payer for all cash collections other
than mail receipts?
N.A. a. If the receipt is machine-made, is a separate copy
of this receipt unavailable to the machine operator?
Yes b. If hand-made, is a copy a part of a bound receipt
book or is it prenumbered?
Yes 5. Is a copy of this receipt retained by the person receiving
the cash?
No 6. Are these retained evidences of receipt checked against the
record of cash received by someone other than the person 
receiving the cash or supervising the receipt of the cash?
No 7. Are all collections deposited intact with a minimum of
delay?
{A) 8. Are branch collections deposited in an account subject only
to withdrawal by the home office?
Yes 9. Does company policy prohibit the use of cash receipts to
cash payroll or personal checks?
Yes 10. Are all bank accounts authorized by proper officials?
Yes 11. Is the person supervising the receipt of cash responsible 
for these receipts until they are deposited in the bank?
12. Are duplicate deposit slips:
Yes a. Prepared?
No b. Stamped by the bank?
c. Checked against records of receipts:
N A . (1) Listings of mail receipts?
Yes (2) Cash book?
(A) Yes as to Missouri branch, no as to other branches.
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CASH, Continued
ANSWER
RECEIPTS, Continued
No 13. Are bank charge-backs checked out by someone other than
the persons receiving or handling cash?
No 14. Are undeposited receipts satisfactorily controlled?
Yes 15. Are the persons receiving or handling funds properly 
bonded?
DISBURSEMENTS
(A) 1. Are the duties and functions of all persons preparing checks 
or directly supervising the preparation of checks com­
pletely segregated from the following duties or functions:
No a. Reconciling bank accounts?
No b. Mailing or delivering general or payroll checks?
No c. Preparation of payrolls?
Yes d. Approving payrolls for payment?
Yes e. Approving time records?
Yes f. Approving discounts, allowances, or refunds?
No g. Approving vouchers for payment?
No h. Posting general ledger?
No i. Recording entries in the purchase journal or in­
voice register? 
j. Custody (or access to):
No (1) General ledger?
No (2) Purchase journal or invoice register?
No (3) Accounts payable ledger?
No 2. Do only persons authorized to prepare or supervise the 
preparation of checks have access to blank checks?
No 3. Are all checks prenumbered?
No 4. Are all voided checks retained?
Yes (B) 5. Are bank accounts reconciled regularly?
6. Do bank reconciliations include:
No a. Inspection of checks for signatures?
No b. Inspection of checks for endorsements?
No c. Comparison of checks to check or payroll register 
for number, payee, date, and amount?
No d. Accounting for all check numbers?
(A) California, New York, and Pennsylvania branches have only one bank 
account for both receipts and disbursements. Not on an imprest basis.
(J?) Home office does not reconcile branch bank accounts.
The Machine Manufacturing Company 
CASH, Continued
27
ANSWER
Yes
Yes
Yes
Yes
Yes
No
N.A.
NA.
N.A.
N.A.
N.A.
No
No
Yes
No
No
Yes
Yes
Yes
Yes
No
No
DISBURSEMENTS, Continued
7. Are checks outstanding for a considerable time properly
investigated?
8. Are invoices and supporting evidence:
a. Examined by the signer at the time of signing pay­
ment check?
b. Properly voided or marked to prevent re-use?
9. Are all vouchers approved for payment by someone other
than the person requesting payment?
10. Are check protectors used?
11. Are mechanical check signers used?
If used,
a. Are keys and signature dies under control?
b. Does the person whose signature is mechanically 
signed approve vouchers passed for payment?
c. Are mechanical counting devices on the check
signers?
d. Are totals of the mechanical counting devices
regularly checked against the number of checks 
written?
e. Are persons operating the check signers denied
access to blank checks?
12. Are all checks countersigned?
13. Are there limitations on the amounts of checks which re­
quire only one signature?
14. Does company policy prohibit:
a. The signing or countersigning of checks in advance ?
b. The signing or countersigning of checks by petty
cash custodians?
c. Checks drawn to “ Cash” ?
15. Are all employees paid by check?
16. If payrolls are paid by check, are the checks drawn on a
separate bank account operated on an imprest system?
17. If payrolls are paid by cash or check:
a. Is a receipt signed by the employee ? (An endorsed
check is to be considered sufficient receipt.)
b. Is proper identification required before payment?
c. Is there an independent pay agent?
d. If there is no independent pay agent, are occasional
pay-offs made by other than the regular em­
ployees?
CASH, Continued
ANSWER
DISBURSEMENTS, Continued
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18. Is the distribution of employees’ pay made by persons other 
than:
No a. Foremen to men under their supervison?
No b. Persons reconciling bank accounts?
c. Persons connected with the preparation of:
Yes (1) Payrolls?
Yes (2) Time records?
No (3) Checks?
No 19. Is there proper control over unclaimed wages and salaries?
Yes 20. Are all persons signing checks and those assisting in making 
disbursements properly bonded?
DISBURSEMENTS—PETTY CASH
Yes 1. Are all disbursements of currency made from an imprest 
petty cash fund?
No 2. Is each petty cash fund in the custody of one person only?
3. Are petty cash vouchers:
No a. Prepared for each disbursement?
Yes b. Prepared for some disbursements?
No c. Supported?
No d. In ink or typewritten?
Yes e. Dated?
No f. Fully descriptive of the item paid for?
Yes g. Clearly marked to show the amount paid?
No h. Checked and approved prior to payment by some­
one other than the petty cash custodian?
Yes i. Receipted by the person receiving the cash?
No j. Satisfactorily voided at the time of payment to 
prevent further use of the same voucher and its 
supporting evidences?
Yes 4. Do the reimbursing checks show the petty cash custodian 
as the payee?
N.A. 5. Are the reimbursing checks endorsed by the petty cash 
custodian if the checks are drawn to “Cash” ?
No 6. Are the petty cash funds occasionally checked by someone 
other than the petty cash custodians?
No 7. Are accounting records unavailable to the petty cash 
custodian?
CASH, Continued
ANSWER
DISBURSEMENTS— PETTY CASH, Continued
No (A) 8. Does the size of the fund appear to meet the normal require­
ments of the business and not to be in excess thereof?
Yes 9. Are the petty cash custodians properly bonded?
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ACCOUNTS RECEIVABLE and Customers’ Deposits
1. Are the duties and functions of the accounts receivable
bookkeepers or person supervising such bookkeepers 
completely segregated from the following duties or 
functions:
No a. Handling any cash or performing any work on
cash records?
Yes b. Opening incoming mail?
Yes c. Mailing or delivering statements to customers?
Yes d. Ageing of accounts receivable?
No e. Checking customers’ statements to accounts re­
ceivable ledgers?
Yes f. Investigation and follow-up of delinquent accounts
receivable?
Yes g. Settlement of accounts receivable items in ques­
tion?
Yes h. Approving the write-off of bad accounts?
i. Approving:
Yes (1) Discounts?
Yes (2) Allowances?
Yes (3) Refunds?
Yes (4) Other credits?
No 2. Are accounts receivable detail ledgers balanced with the
control account each month?
No 3. Are accounts receivable ledgers balanced to the control
account at frequent intervals by someone other than the 
accounts receivable bookkeeper?
Yes 4. Are the accounts aged regularly?
Yes 5. Are the aged accounts reviewed by an official?
No 6. Are detail ledger-keepers rotated occasionally?
No 7. Are monthly statements sent to all credit customers?
(A) Fund of $500 appears to be excessive by $400.
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ACCOUNTS RECEIVABLE, Continued
ANSWER
No 8. Is a check made to determine that no statements are mailed
to the address of the accounts receivable bookkeepers 
other than statements of their own accounts?
No 9. Are detail balances occasionally confirmed by the customers
directly to some employee not in the accounts receivable 
department?
No 10. Are bad debts controlled after their write-off?
11. Is approval of an official obtained for:
Yes a. Write-off of bad accounts?
Yes b. Discounts in excess of regular rates?
Yes c. Allowances or adjustments?
Yes d. Refunds?
Yes e. Other credits?
No 12. Are all credit memos prenumbered?
No 13. If credits are for returned goods, do routine procedures
provide for a check of receivers?
NOTES RECEIVABLE
Yes 1. Is the acceptance of notes on sales and loans subject to
approval by an official?
No 2. Are the notes occasionally confirmed directly with the
makers?
Yes 3. Is a note register used?
Yes 4. Is the note register regularly balanced to the control ac­
count?
Yes 5. Are past-due notes promptly brought to the attention of
an official?
Yes 6. Do extensions or renewals of notes require specific approval
by an authorized person?
No 7. Are notes and collateral unaccessible to accounting depart­
ment employees?
Yes 8. Are part payments endorsed on the back of the notes?
Yes 9. Are all persons having access to notes and collateral under
proper bond?
No (A) 10. Are the safekeeping provisions indicated in the section of 
this check-list “Securities” maintained for notes?
{A) Provisions are maintained for notes except for No. 5. Availability of 
notes is not restricted to the presence of two or more persons.
The Machine Manufacturing Company 
INVENTORIES
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No
No
No
No
No
No
No
No
No
Yes
Yes
No
N.A.
No
No
No
No
No
No
Yes
No
1. Are all incoming items cleared by a receiving department?
2. Does the receiving department deliver or supervise the
delivery of each item to the proper stores location?
3. Are materials held in stores:
a. Unaccessible to anyone other than stores personnel ?
b. Stored in an orderly fashion?
c. Issued only on properly approved requisitions?
4. Are perpetual stores records maintained on:
a. Raw materials?
b. Work in process?
c. Finished goods?
d. Supplies?
5. Does the accounting department control the records of
items owned by the company but which are in the hands 
of others; e.g., goods consigned out, materials being 
processed outside, goods in warehouses, etc. ?
6. Does the accounting department control the records of
items owned by other persons but which are in the hands 
of the company; e.g., goods consigned in, materials being 
processed for others, etc. ?
7. Are functions so separated that employees keeping the
stores records have no access to the stock held in stores?
8. Are stores records periodically checked by physical inven­
tories at least once a year?
9. In reference to the physical inventories:
a. Are employees taking the inventories properly:
(1) Instructed?
(2) Supervised?
b. Are prenumbered tags used?
c. Are all tags accounted for?
d. Are accurate shipper and receiver cut-offs made?
e. Do the employees taking the inventories have
regular duties other than those of keeping stores 
or stores records?
f. Are counts and descriptions as indicated by the
tags checked?
g. Are checks made to determine that all items were
inventoried?
INVENTORIES, Continued
ANSWER
No (A) h. Are obsolete items, scrap, customers’ property,
consigned goods, etc., so indicated?
No i. Are physical inventory units the same as the units
used in pricing the inventory?
No (1) If not, are checks made of the conver­
sions from physical units to pricing 
units?
Yes j. Are detailed listings checked to original counts?
Yes k. Are prices, extensions, and footings of detailed
listings checked?
Yes l. Are summaries of detailed listings checked?
N.A. 10. Are discrepancies between stores records and physical 
inventories promptly investigated, particularly with re­
gard to continued differences in the same items and/or 
differences of a material nature?
No 11. Do routine procedures provide for a frequent check of
inventories for overstocked and slow items?
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SECURITIES
No 1. Is a safe-keeping agent employed?
Yes 2. Is a safe deposit vault used?
Yes 3. Are locked and fireproof containers used?
Yes 4. Are all securities physically safeguarded by means indi­
cated in questions 1, 2, or 3 above?
Yes 5. Are procedures such that two or more persons are necessary
to obtain access to the securities?
Yes 6. Do routine procedures provide for regular inspection of the
securities or direct confirmation with the safekeeping 
agent?
No 7. Does the accounting department maintain records indicat­
ing complete descriptions of all securities including 
certificate numbers?
Yes 8. Are all securities in the name of the company if not in
bearer form?
No 9. Is control maintained over securities which have been
reduced to a book value of zero?
Yes 10. Are all persons who have access to securities properly 
bonded?
(A) Inconsistent in marking of these items.
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1.
PROPERTY, PLANT AND EQUIPMENT
Do the proper officials:
Yes a. Authorize the purchase of all property, plant and
N.A.
equipment?
b. Approve such purchases after purchase if not
Yes 2.
authorized prior to purchase?
Are actual costs checked against authorized costs?
Yes 3. Does a definite policy exist to aid the accounting depart­
ment in distinguishing between capital items and repairs 
and maintenance, etc. ?
Are plant ledgers, including records of accumulated depreci­
ation :
a. Maintained?
4.
Yes
No b. Reviewed periodically?
No c. Occasionally checked by actual physical inven­
tories of the assets?
d. Balanced regularly to the control accounts?Yes
No e. Maintained for fully depreciated assets?
No 5. Are all pieces of equipment marked or tagged with an
No 6.
identifying number of the company corresponding with 
the identifying number shown in the plant ledger?
Do sales of excess and scrapped equipment require specific
7.
authorization by proper officials?
Do routine procedures provide for prompt and accurate
No
reporting to the accounting department of: 
a. Sales of equipment?
No b. All disposals and retirements of property, plant and
8.
equipment?
Are tools and small equipment:
Yes a. Kept in special locations?
No b. Accountable for by a few specific employees?
No 1.
ACCOUNTS PAYABLE
Are monthly statements from vendors checked against
N.A. 2.
balances shown by accounts payable detail?
Are any differences, noted in 1 above, promptly followed up?
Yes 3. Are adjustments resulting from differences approved by an
Yes 4.
official?
Is the accounts payable detail balanced each month to the
No 5.
control account?
Are debit balances brought to the attention of an official?
NOTES PAYABLE
1. Do the proper officials authorize all notes payable as to: 
Yes a. Amounts?
Yes b. Purpose for which funds are borrowed?
Yes c. Loaning institution?
2. Are note registers:
No (A) a. Maintained?
N.A. b. Balanced monthly to control accounts?
Yes 3. Are paid notes receipted by the payee upon settlement and
retained in the maker’s permanent files?
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CAPITAL STOCK AND DIVIDENDS
1. Is there an independent:
No a. Transfer agent?
No b. Registrar?
Yes 2. Is proper control exercised over unissued stock certificates?
Yes 3. Are certificates received for transfer or cancellation properly
voided?
Yes 4. Are evidences of payment of Federal issuance or transfer
taxes properly affixed to the certificate stubs?
5. Are stockholders ledgers:
Yes a. Maintained?
No b. Balanced frequently to control accounts?
N.A. 6. If no ledgers are maintained, are certificate stubs fre­
quently balanced to control accounts?
No 7. Is proper control exercised over dividend payments?
No 8. Are unclaimed dividends properly controlled?
SALES
1. Are orders approved by the credit department before they 
are accepted?
2. Is the credit function completely separated from other 
functions, particularly cash, sales, and accounting func­
tions?
3. Are shippers:
No (B) a. Used?
(A) Number of notes payable not sufficient to warrant a register.
(B) A “shipping list” is prepared daily presumably showing dll items 
leaving the plant that day. However, there are no records made of any ship­
ment from one of the plants and the “shipping list” does not appear to be an 
accurate daily record of other shipments.
Yes
Yes
SALES, Continued
ANSWER
3. Continued
No b. Used on all items leaving plant?
No c. Prenumbered?
No 4. Are shippers checked to customers’ orders for quantity and
descriptions to determine that items shipped are those 
ordered?
5. Are invoices:
No (A) a. Prepared on all sales?
No b. Prenumbered?
Yes (B) 6. Is a check made to determine that there are notices of 
shipment for all invoices and invoices for all notices of 
shipment?
Yes (B) 7. Are invoices checked to notices of shipment for quantity 
and descriptions to determine that items shipped are 
being billed?
No 8. Is a check made to determine that all invoices are recorded
and all invoice numbers accounted for?
9. Are invoices checked for:
Yes a. Extensions?
Yes b. Footings?
Yes c. Terms?
No d. Prices?
Yes 10. Are partial shipments subject to the same procedures as 
regular sales including relief of inventory for the cost 
thereof?
No 11. Do miscellaneous sales follow the same procedures as
regular sales, e.g., sales of equipment, sales of scrap, and 
sales to employees, etc. ?
Yes 12. Are sales summaries prepared, independent of the account­
ing department, which may be used as a check on 
recorded sales?
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PURCHASES
Yes 1. Is there a separate and distinct purchasing department?
Yes 2. Is the purchasing function completely separated from other
functions, particularly accounting and shipping and 
receiving functions?
(A) Not prepared on employee sales.
(B) Subject to inaccurate and incomplete shipping records.
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PURCHASES, Continued
ANSWER
Yes (A) 3. Are purchase requisitions prepared?
Yes 4. If purchase requisitions are prepared are they approved
by the department head?
Yes 5. If purchase requisitions are not prepared, are all purchases
approved by someone other than the purchasing depart­
ment?
6. Are purchase orders:
Yes a. Used?
Yes b. Used for all purchases?
Yes (B) c. Prenumbered?
Yes d. Copy sent to the accounting department?
No 7. Are all purchase order numbers accounted for in routine
procedures?
8. Are receivers:
Yes (C) a. Used?
Yes b. Used for all items received in the plant?
No c. Prenumbered?
Yes d. Copy sent to the accounting department?
N.A. 9. Are all receiver numbers accounted for in routine pro­
cedures?
No 10. Is a record made of all items rejected by the receiving
department or items later returned to the vendors?
11. Are vendors’ invoices checked:
Yes a. Against purchase orders for terms, prices and
quantities?
Yes b. Against receivers for items and quantities re­
ceived?
Yes c. For extensions and footings?
Yes 12. Do the persons responsible for making the checks listed in 
question 11 above indicate in some manner on the in­
voices that the checks have been made?
Yes 13. Is a check made of freight charges?
Yes 14. Does the accounting department match purchase orders, 
receivers, and vendors’ invoices before preparing the 
voucher for payment?
(A) For most items.
(B) Unnumbered forms are available in addition to the prenumbered form.
(C) Two types in use:
1. “ Goods Received Report" used for partial shipments.
2. Copy of purchase order used for complete or final shipments.
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PURCHASES, Continued
ANSWER
Yes 15. Are unmatched receivers, purchase orders, and vendors’ 
invoices periodically investigated ?
No 16. Is proper control and coordination exercised over purchase
and sales invoices in cases where merchandise is pur­
chased for direct shipment to company’s customers?
No 17. Do employee accommodation purchases follow the same
procedures as ordinary purchases?
Yes 18. Are all distributions reviewed or sufficiently tested by 
someone other than the person making original distribu­
tion?
PAYROLL
1. Are time cards:
Yes a. Used?
Yes b. Prepared by mechanical devices?
No c. Initialed by an authorized person for changes ?
Yes d. Approved by foremen?
N.A. e. Approved by timekeeper?
Yes f. Checked for computations of hours?
2. Are job time tickets:
Yes a. Used ?
Yes b. Approved by foremen ?
Yes c. Reconciled with time cards?
3. Are checks made of:
No (A) a. Rates paid?
No (A) b. Extensions and footings?
No c. Deductions?
4. Is written authorization required for all:
Yes a. Initial wage and salary rates?
Yes b. Changes in these initial rates?
Yes c. Dismissals?
5. Is the payroll function separate from that of:
Yes a. Timekeeping?
Yes b. Bank reconciliation?
No 6. Are payroll duties frequently shifted among payroll
personnel?
(A) Although no specific double-check is made of these items, the computa­
tions on time cards and job time tickets are made by different persons and the 
reconciliation of these two time records provides a check on rates paid, exten­
sions, and footings.
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PAYROLL, Continued
ANSWER
No (A) 7. Are all payrolls and advances subject to the same routine 
procedures?
Yes 8. Are all payroll distributions reviewed or sufficiently tested
by someone other than the person making the original 
distribution?
No 9. Is the accumulated time incurred on individual jobs checked
to original estimates?
N.A. a. Are differences of a material nature promptly
investigated?
No 10. Are “floor-checks” of personnel made?
Yes 11. Are adequate personnel records maintained including a 
specimen signature of each employee?
GENERAL
No 1. Is there an internal audit department or auditor?
N.A. 2. Are reports and procedures of the internal audits reviewed 
by us?
3. Are all books of account :
Yes a. Appropriate and sufficient for the nature of the
company’s business?
Yes b. Balanced monthly?
4. Are all general journal entries:
Yes a. Properly supported?
Yes b. Approved by the chief accountant or comptroller
prior to entry in the journal?
Yes 5. Are income and expense accounts periodically reviewed by
a responsible official?
Yes 6. Do monthly statements adequately point up unusual situa­
tions?
No 7. Does a current organization chart exist?
(B) a. Do we have a copy of this chart?
No 8. Are the duties and functions throughout the company
governed by manuals of operating procedures?
Yes 9. Do all officers and employees take vacations?
Yes 10. During the vacations are the duties and functions of the 
officers and employees performed by other persons?
Yes 11. Is the insurance coverage periodically reviewed?
(A ) Advances not recorded on books of account until pay period in which
they are deducted from employee’s pay.
(B) Chart prepared for us at our request.
